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JURISDICTION.

Northern Pacific Railway Company, a Wisconsin corpo-

ration, brought this suit in the District Court for the East-

ern District of Washington against 23 counties and certain

of their officers, some of whom reside in the Eastern and

some in the Western District, to enjoin collection of a por-

tion of the taxes on its operating property for the years

1935 and 1936. Plaintiff alleges that the valuation by the

State Tax Commission was grossly excessive, discriminatory,



and in violation of the governing state statutes and equal

taxation provisions of the State Constitution, and of the due

process and equal protection clauses of the Fourteenth

Amendment and commerce clause of the Federal Constitu-

tion (R. 14-21). Judicial Code, Sec. 24, as amended; 28

U. S. C. A. Sec. 41 ( 1 ) ; Skagit v. Northern Pacific Rail-

imy Co., 61 F. (2d) 638. Greene v. L. d I. R. Co., 244 U. S.

555. Equity Jurisdiction was conceded (R. 800).

The District Court, afflrming report of the Special Mas-

ter, entered a decree June 26, 1939, cancelling a portion of

the alleged excess. Both parties have appealed. Appellant

filed its notice of appeal, bond, etc. on September 21, 1939.

STATEMENT.

The statement in the brief of Adams County, et al, pp. 1

to 33 inclusive, is complete and accurate. In the interest

of brevity we adopt it as our statement of the pleadings and

issues, supplemented as follows:

Plaintiff's railroad extends from Ashland, Wisconsin,

through Minnesota, North Dakota, Montana, Idaho and

Washington to Seattle, Wash, and Portland, Oregon, com-

prising 9,854.27 miles of track, of which 2,933.99 are in

Washington. (Court's finding II, R. 799). Its main or

branch lines extend through or into the 23 counties.

The Tax Commission valued that portion of the system

in Washington for 1935 at |90,000,000 and for 1936 at

188,500,000. The record does not show the system value

found by the Tax Commission, nor the percentage thereof

allocated to the state. These values, after equalization,

were apportioned to the counties on a mileage of line basis



and taxed at the rate applicable to common property locally

assessed. (Remington's Rev. Stats., See. 11167, 68, Ap. to

Adams Go's brief p. 165). The equalized value is |39,489,-

470, on which taxes were levied of |1,401,549.12 for 1935,

and 139,238,513, on which taxes were levied of |1,334,596.49

for 1936. (Exhibits A and B, R. 621).

Plaintiff alleged that market value of the system was not

in excess of |137,692,208 and |120,189,759 for 1935 and

1936 respectively, of which 27.348% or |37,656,065 for 1935,

and 26.69%, or |32,078,647 for 1936, is the value of the por-

tion in Washington (R. 13, 27). The correct tax is alleged

to be 1586,409.16 for 1935 and |483,751.99 for 1936, an ex-

cess of 1815,139.96 and |850,844.50 for 1935 and 1936 re-

spectively (R. 621-622).

Plaintiff has paid approximately one-half of the tax for

each year. It prays for the usual relief by injunction, etc.

(R. 36-37).

The applicable provisions of the state law are copied in

appendix to brief of Adams County, et al.. Page 160. To

avoid repetition we refer thereto—Additional pertinent

provisions are copied in the Appendix hereto.

By Section 11167 (Appendix to Brief of Appellants

Adams County et al., p. 165) it is the duty of the Tax Com-

mission to equalize valuation of railroad property with that

of common property locally assessed. The Board, there-

fore, must and does ascertain the ratio or percentage of

market value at which property is so locally assessed. It

then certifies to the respective counties that percentage of

full market value of railroad property at which the prop-

erty in the respective counties is assessed. The complaint

alleges (R. 18) that the Tax Commission's value for 1935



was 104.86% of its full market value; whereas common

property was taxed at only 44.99% of full value. For

1936 the respective percentages were 122.3% and 45.26%

(R. 28). The percentages of full value to assessed value in

the several counties are shown under Column 3, "Ratio"

plaintiff's Exhibit B (R. 41) for 1935 and Exhibit C (R.

42) for 1936. The finding of ratios for the several counties

is an official act of the Tax Commission. The correctness

of the ratios found for locally assessed property is not ques-

tioned by either party.

Chapter 106, Laws 1931 (Rem. Rev. Stats., § 11301,

copied in Appendix to brief of Adams County, p. 172),

provides that:

"Whenever it shall appear to the Tax Commission
* * * that any error of taxation has occurred in the

assessment and taxation, heretofore or hereafter made,

of any property taxed within this state, and such as-

sessment appears to be excessive or void in whole or

in part",

property shall be reassessed in the manner provided by the

Act.

After completion of plaintiff's testimony by deposition in

May, 1937, the Tax Commission, acting under said Chap-

ter 106, after hearing, made an order dated September 2,

1937, reassessing and re-equalizing the property for both

years at the same valuations (R. 2776).

The Tax Commission's reassessment order contains the

following recitation

:

"WHEREAS, It having appeared to the Tax Com-

mission of the State of Washington from an examina-

tion of said complaint and the facts upon which the

same was based that an error in taxation had occurred



in the said assessments for 1935 and 1936 in the method

followed by said Commission in arriving at the com-

mercial system value of said Company's operating

property and in the apportionment thereof to Wash-

ington, and that as a result of such error, such assess-

ments each appeared to be excessive", etc.

The reassessments were certified to the several counties

and entered upon the rolls by notation of the fact of reas-

sessment. Why the Tax Commission went through this

official mummery is not explained.

Plaintiff filed a second supplemental complaint (R. 126),

setting up the reassessments and alleging that the same were

invalid on the same grounds as the originals. Defendants

Adams County et al. and Lewis County et al., appearing

separately, filed amended answers to the original and sup-

plemental complaints, details of which are shown at p. 20

of brief of Adams County et al., to which we refer in the

interest of brevity.

It is believed that all material facts are stated in the

findings, making reference to the evidence unnecessary.

The Master found (Report, R. 557, et scq.) that the as-

sessments were arbitrary, capricious, grossly excessive and

actually—not merely constructively—fraudulent. The court

adopted and affirmed the Master's report without written

opinion. The Court's Finding XX (R. 822) is as follows:

"In valuing and assessing plaintiff's operating prop-

erty for each of said years the Tax Commission inten-

tionally grossly over-valued the same, and intentionally

discriminated against plaintiff by assessing its prop-

erty at a greatly higher percentage of fair market value

than that at which the general property of the state was
valued and taxed in each of said years."



The Master found system value of |203,923,191 and |190,-

128,168 for 1935 and 1936 respectively, of which he allo-

cated 30.93% and 30.87% to the state, $63,073,443 and |58,-

692,565 for 1935 and 1936, respectively.

The court adopted the Master's report and findings with

respect to both system value and allocation. The court's

Finding XVII (R. 816) shows the system valuations were

arrived at as follows

:

1936 1936

Stock and bond value—5 yr. avg. $179,635,150 $157,380,122

Capitalized value—5 yr. avg. 126,836,940

" " 3 yr. ave. 120,097,350

Cost of reproduction 406,671,775 396,685,894

Composite Value

40% of stock and bond value $71,854,060 $62,952,049

40% of capitalized value 50,734,776 48,038,940

20% of cost of reproduction 81,334,355 79,137,179

Composite total $203,923,191 $190,128,168

Court's rinding XX (R. 822) shows the allocation meth-

od as follows:

Composite system value as per Finding

XVII

Basis of allocation—two thirds of all

track mileage factor

One-third of cost of reproduction factor

Composite factor

Value of property in Washington

1935 1936

$203,923,191 $190,128,168

1935 1936

19.85% 19.83%

11.08 11.04

30.93 30.87

$63,073,443 $58,692,565



specifications of Error.

1. The court erred in overruling Plaintiff's Exception

1 (a) and 1 (b) to the use by the Master of 20% of cost of

reproduction as an element in system value; and to the

arbitrary increase of system value for each of said years

due to the use of said cost factor. (Exceptions 1 (a) and

(b), R. 630; Order on Exceptions, R. 750).

2. The court erred in overruling Plaintiff's Exception

1 (c) to the Master's report and finding, that the cash

market and taxable value of the operating property in Wash-

ington for 1935 was |63,073,443 and for 1936 was |58,-

692,565, and to finding of any value in excess of |47,395,909

for 1935 and |42,828,648 for 1936, assuming the allocations

to be correct (Exception 1 (c), R. 631; Order on Excep-

tions, R. 750).

3. The court erred in overruling Plaintiff's Exception

2 (a) to the use by the Master as allocation factors of two-

thirds of relative track mileage and one-third of relative

reproduction cost, producing percentages of 30.93 for 1935

and 30.87 for 1936; and to the refusal by the Master to

use relative gross earnings, relative car and locomotive

miles, and relative traffic units in combination with said

mileage and cost factors. (Exception 2 (a), R. 632;

Order, R. 750).

4. The court erred in overruling Plaintiff's Exception

2 (b) to the allocation by the Master of any greater per-

centage of system value to Washington than 27.348% for

1935 and 26.692% for 1936, and to the allocation to Wash-

ington of any greater system value than 155,768,914 for

1935 and |50,749,011 for 1936, assuming that the system
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value found by the Master is correct. (Exception 2 (b),

R. 633; Order, E. 750).

5. The court erred in overruling Plaintiff's Exception 4

to the Master's report and to Tables 9 and 12 thereof

(R. 566, 568) and to the finding that the taxable value of

plaintiff's system in Washington was |63,073,443 for 1935

and 158,692,565 for 1936, and to the finding of any greater

value for 1935 than |11,906,994 for 1935 and |37,032,143

for 1936 (Exception 4, R. 635, Order, R. 750).

6. The court erred in overruling Plaintiff's Exception 6

to the Master's Finding XVII that the market value of

plaintiff's railroad system for 1935 was |203,923,191 and for

1936 was 1190,128,168, because said valuation was pro-

duced by adding |81,334,355 for 1935 and |79,137,179 for

1936, being 20% of reproduction cost, to 80% of true

market value of said property. (Exc. 6, R. 636; Order, R.

750).

7. The court erred in overruling Plaintiff's Exception 8

to Master's Finding XX, and using cost of reproduction

and track mileage as the only allocation factors; and to

finding value of plaintiff's railroad in Washington of |63,-

073,443 for 1935 and |58,692,565 for 1936, thereby taxing

property not in the State of Washington of the value of

many millions of dollars, contrary to the due process

clause of the Fourteenth Amendment to the Constitution

of the United States.

8. The court erred in overruling Plaintiff's Exception

12 to the Master's third conclusion that there is a balance

due on the 1935 assessment of |197,651.83 and on the 1936

assessment of |216,672.04, or any other sum, and condi-

tioning plaintiff's relief on the payment of said amounts.
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or any part thereof (Exception 12, R. 639; Order, R.

751).

9. The court erred in decreeing that there is any balance

due, and conditioning plaintiff's right to relief upon pay-

ment of said sums of ^197,651.83 for 1935 and $216,672.04

for 1936, or any part thereof (Decree, R. 835-837).

10. The court erred in conditioning plaintiff's right to

relief on payment of interest at 6% per annum on said

balance of unpaid taxes for each of said years (R. 837).

11. The court erred in Finding XVII that plaintiff's

system value for 1935 was |203,923,191 and for 1936 was

$190,128,168, or any sum in excess of $153,236,045 for

1935 and $138,738,736 for 1936 (R. 816).

12. The court erred in Finding XX (R. 821) in using

two-thirds of all track mileage and one-third of cost of

reproduction as allocation factors and in finding alloca-

tion factors of 30.93% and 30.87% for 1935 and 1936

respectively.

13. The court erred in refusing to find that the fair

taxable value of that portion of plaintiff's system in the

State was no more than 27.348% of system value for 1935

and 26.692% for 1936, and in finding any greater value

for that portion in the state than $41,906,994 for 1935 and

$37,032,143 for 1936, and thereby taxing property not in

the state of Washington to the value of many millions of

dollars, contrary to the due process clause of the Four-

teenth Amendment to the Constitution of the United

States.
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ARGUMENT.

First: The court en^ed in using the Interstate Commerce

Commission's estimate of cost of reproduction in

determining market value and ta^ioable value; and

in giving undue and disproportionate weight thereto.

The system values of |203,923,191 and value of that

portion in the state of |63,073,443 for 1935, and |190,-

128,168 and |58,692,565 for system and state respectively

for 1936 (Court's Finding XVII and XX, supra, p. 6),

found by the court's method, are contrasted with values

computed from stocks and bonds and net income capital-

ized, as follows

:

System 1935 1936

Stock and bond value $179,635,150 $157,380,122

Capitalized value 126,836,940 120,097,350

Composite value (Avg. oftwo) |153,236,045 |138,738,736

Washington

Allocation % 30.93% 30.87%

Stock and bond value f 55,561,152 | 48,583,241

Capitalized value 39,230,666 37,074,052

Composite Value (Avg. of two) | 47,395,909 | 42,828,648

Value found by Special Master | 63,073,443 | 58,692,565

% of stock and bond value 113.52 120.81

% of capitalized value 160.78 158.31

% of composite value 133.08 137.04

The composite system value is only |153,236,045, com-

pared with the Court's value of |203,923,191, an excess of
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150,687,146, excess percentage of 33.08 for 1935. The net

income capitalized value is |126,836,910, excess $77,086,251

and excess percentage of 60.78 for 1935. The stock and

bond value is |179,635,150, excess |24,288,041, and per-

centage 13.52 for 1935.

The composite system value for 1936 is |138,738,736,

Court's value |190,128,168, excess |51,389,432, and per-

centage 37.04. The net income capitalized value for 1936

is 1120,097,350, excess |70,030,818, and excess percentage

58.31. The stock and bond value is $157,380,122, excess

$32,748,046, and percentage 20.81 for 1936.

The cost element used for 1935 assessment is |406,671,-

775. The capitalized income value is $126,836,940, the

stock and bond value (after deducting the non-operating

property), $179,635,150. The average of the two utility

values is only $153,236,045. Thus, the estimate (Finding

XXI, R. 823) of cost of reproduction exceeds by $253,-

435,730 the average of securities and capitalized income

values for 1935 and $256,947,158 for 1936. The utter

irrelevancy of cost of reproduction is shown by Court's

Finding XXI, copied post, p. 25, to which we invite par-

ticular attention.

The Supreme Court of Washington has many times de-

cided that taxable value of a railroad must be determined

by reference to its utility. In 0. W. R. d N. v. Thurston

County, 98 Wash. 218, 167 Pac. 930, a railroad tax case,

the court said:

"It is, of course, a necessary rule that, in valuing a
railroad, the first inquiry is as to its actual cost.

That, prima facie, is its value. But if it appears that
the actual cost was in excess of the necessary cost, the
necessary cost is the proper standard. If it further
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appears that the net income of the road does not

amount to current rates of interest on its necessary

cost, and is not likely to do so, or if the business of

the road is likely to be destroyed or impaired by

competition or other cause, or if the utility of the

road is not equal to its cost, then its value is less

than its cost, and tnust he determined hy referenoe to

its utiUty alone. State v: Central Pac. R. Co., IQ

Nev. 47." (Italics supplied.)

In Inland Empire R. Co. v. Whitman, 128 Wash. 358,

^23 Pac. 6, citing 0. W. R. <& N. v. Thurston County,

supra., and First Thought Gold Mines v. Stevens, 91 Wash.

437, 157 Pac. 1080, the court said:

"From the testimony in this case, that is not dis-

puted, this electric railroad property was operated at

a loss in 1918, counting only operating expenses and

taxes and excluding interest on the investment. It

was not much better in 1919. In 1920, after the whole

property was divided, this particular property earned

only |1,761 and in 1921 it sustained a, net loss of a

very considerable amount. It clearly appears that,

as early as 1918, the value of the whole property had

been greatly impaired by paved roads and the auto

bus and truck business, the effect of which kind of

business on local transportation generally in this state

is referred to in the dissenting opinion in Asia v.

Seattle, 119 Wash. 674, 206 Pac. 366.

"There is very substantial evidence that this prop-

erty during the years mentioned, was not worth to

exceed its salvage value of $3,174,000, upon the prac-

tical theory as explained in State v. Central Pao. R.

Co., 10 Nev. 47.

" 'If the road does not pay current expenses and

cannot be expected to do so, then it is worth no more
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than the value of its movable material, less the cost

of taking it up and getting it to market.' "

In the Metropolitan Building Company Taw Cases, 64

Wash. 615, 117 Pac. 495, and 144 Wash. 469, 258 Pac. 473,

this practical rule was applied to the taxable value of the

University leases in Seattle. In the later case the Tax

Commission used a theoretical method by which the prop-

erty was valued out of proportion to its net income. The

court said:

"We cannot conceive of one desiring to purchase

closing his eyes to the actual experience of an efflcient

operator and buying on such a theory.

"Were we called upon to fix the assessable value, it

would be necessary to discuss in greater detail the

reserves and deductions used by respondent in arriv-

ing at the amount of its annual profits; but since

there was no appeal by the building company from the

assessment of |700,000 which means an actual value

of 11,400,000, and since, if the actual profits were

doubled, the value would not exceed that sum, we see

no present need for going further."

The latest case is Willapa Electric Co. v. Pacific County,

160 Wash. 412, 295 Pac. 152. These decisions control the

federal courts. Dawson v. Kentucky Distilleries, 255 U. S.

288. It is not necessary to decide any federal question.

Greene v. L. d I. R. Co., 244 U. S. 499.

We invite special consideration of Plaintiff's Exhibit 1,

Sheet 30 (R. 2257), showing amount by which the North-

ern Pacific failed to earn its fixed charges from its net
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railway operating income plus dividends on its Burlington

stock* The exhibit is as follows:

Gross Income

Including Amount by
Burlington which

Net Dividends and carrier

Year Railway Net Railway failed to

ended Operating Operating Fixed earn fixed

Dec. 31 Income Income Charges charges

1931 $6,801,420 115,103,210 114,493,339 1 609,871**

1932 1,990,839 4,480,926 14,321,276 9,840,350

1933 5,975,973 8,466,510 14,306,412 5,839,902

1934 7,915,209 10,405,746 14,300,982 3,895,236

1935 7,726,342 9,386,700 14,290,934 4,904,234

The Master, in his discussion of value of non-operating

property, deducted from the stock and bond value, said:

''With reference to the valuation of the non-operating

property * * * attention is called to the exliibit

introduced by plaintiff showing the income from non-

operating property and its capitalization * * *

and it is astounding. The income from non-operating

property has been a lifesaver for the Northern Pacific.

Without it this exhibit demonstrates the company must

have defaulted in its bonds and could scarcely have

paid its operating expenses." (R. 487)

It has been the large outside income which has enabled

the Northern Pacific to keep its head above water. The

*The reason for including Burlington dividends is that so-called

Series B and C bonds which were issued in payment of the Burlington

stock are also a lien on the Northern Pacific and the interest is in-

cluded in its fixed charges.

**Excess over fixed charges.
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Tax Commission values only the operating propert}', and

that value is the issue here.

Costs and cost of reproduction have been much used by

taxing boards to inflate valuations derived from securities

and income. The same 40-40-20 formula was invented in

a previous case between the same parties suh nom., North-

ern Pacific Railujay Co. v. Adams County^ 1 Fed. Supp.

163, and there applied to very different facts. The same

formula was put forward by defendant in a late South

Dakota railroad tax case, suh nom., Bailey v. Megan, 102

F. (2d) 651, and summarily rejected. The court said:

"No doubt, historical cost and reproduction cost

less depreciation as determined by the Interstate Com-
merce Commission would be of help in determining

value if one knew or could find out how much to dis-

count such figures for permanent impairment of the

value of the system due to highway or other forms of

competition and other changed conditions which have

apparently come to stay. If it were known how much
of this railroad system, if non-existent, would he re-

produced, reproduction cost could intelligently be used

as a basis of value. Without knowing what portions

of the system actually justify their present-day exist-

ence, the cost of reproducing the entire system, or that

portion of it in South Dakota, is not helpful in esti-

mating value. The District Court found that in South
Dakota improved highways paralleled all lines of the

Eailway Company; that regular truck lines operated

over those highways ; that there was not a town of any
substantial size in the State not served by trucks; and
that the business of the Eailway Company in South
Dakota and elsewhere was seriously and permanently
affected adversely by competition of other forms of

transportation and by constantly increasing costs of

labor and taxes. The District Court further found
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that, prior to the development of highway competition,

and until about 1916 the physical valuation of the

system closely corresponded ^ith its actual value be-

cause the Railway Company could earn a fair return

upon such "physical valuation", but that the disparity

between cost and earning power had become so great

by 1935 that book value and physical value furnished

no standard of actual value. In our opinion, the evi-

dence abundantly sustains those findings. It must be

the present and potential ability of this property to

earn in competition with other existing forms of trans-

portation which is determinative of its value. An esti-

mate of value in excess of the amount upon which, it

can honestly be believed, the property is capable of

earning an acceptable rate of return, cannot be sus-

tained. Compare Great Northern Railway Co. v.

Weeks, supra, 297 U. S. page 151," (Italics supplied).

"A computation of system value based upon average

market price of stocks and bonds and a computation

based upon a capitalization of net earnings reflect the

effect upon actual value of obsolesence, of the compe-

tition of other means of transportation, and of all

factors affecting earnings; but original cost and cost

of reproduction do not reflect adverse economic fac-

tors, whether temporary or permanent. It is our opin-

ion that the greatest value which could honestly be

accorded to the system for the year 1935 was that pro-

duced by the stock and bond method of valuation aver-

aged over the five-year period, or |240,821,316." (p.

655)

In Detroit v. Detroit Tunnel Co., 92 Fed. (2d) 833, the

Sixth Circuit Court of Appeals set aside an assessed valu-

ation based upon cost of a tunnel, found value based upon

net income only. These two cases follow a long line of de-

cisions, including Great Northern v. Weeks, 297 U. S. 135;
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Southern Railway v. Kentucky, 274 U. S. 76; Railroad Co.

V. Backus, 154 U. S. 421; Adams Express Co. v. Ohio, 166

U. S. 185; C. d N. W. Ry. Co. i>. Eveland, 13 Fed. (2d) 442;

Temmer v. Denver Tramway, 18 Fed. (2d) 226.

The decisions of the United States Supreme Court are

no less firm in rejecting cost of reproduction than those

of the Washington court. In Great Northern v. Weeks,

supra, it appears from the tables on pp. 147, 148 that the

system value was computed from a composite of five years

average of market value of securities and capitalized in-

come, allocated on the basis of average of the three use

factors plus track mileage, rejecting cost as an element in

both system value and allocation.

It is our position that the State Constitution and laws

govern this case, and it is therefore unnecessary to con-

sider the federal question. But if the court think other-

wise, the cases above cited establish violation of the due

process and equal protection clauses of the Fourteenth

Amendment of the Federal Constitution. We do not in-

tend, of course, to waive the federal questions.

The Tax Commission, on the reassessment, added to 80%
of stock and bond value, 20% of reproduction cost in the

state, amounting to |31,000,000 plus (R. 597). Of this

the Master's Finding XVIII states:

"said sum of |31,000,000 plus added for each of said

years to 80% of the Washington proportion of 'com-

mercial' system value, represents no element of mar-

ket value whatsoever,"

The Master (Report, R. 435), after discussing the great

decline in railway traffic due to increased competition of

motor vehicles said:



18

"This is an indication that instead of having a bright

future before it, that as to that sort of competition,

the end is not yet. This increase in the motor trans-

portation does not include what we all know to be

the fact, the hauling of their own produce by the

farmers themselves who are not under regulations of

the Public Service Commission, So I feel it is more
or less justified when plaintiffs suggestion that the

allocation of 20% on account of reproduction cost hy

the Tax Commission is entirely out of line. There was

a decline in securities value and net income while the

immense cost factor remained relatively stable/^ (Ital-

ics supplied.)

The Court's Finding XVIII (R. 816), condemning the

Tax Commission's formula, concludes as follows:

"The value of plaintiff's railroad as a system and

of that portion in the state, as reflected by its utility,

is far less than the cost of reproduction as determined

by the Interstate Commerce Commission or the present

cost of reproduction. The operating property in the

state as well as of the system is more extensive than

needed for the business which plaintiff now has or has

had for many years past, or which it may reasonably

expect to have in the future * * *

"Said sum of $31,746,251 added for 1935, and of

131,627,610, added for 1936, do not represent any ele-

ment of market value of said property whatsoever.

Said sums represent the difference between 80% of

the so-called 'commercial value' found by the Tax Com-

mission for each of said years and a figure arrived at

by adding to said 80%, 20% of the excessive and

erroneous cost of reproduction used by the Tax Com-

mission." (Italics supplied.)
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Indeed, the Tax Commission, in its opinion, admits that

cost represents no value. It said:

"There is no question but that the N. P.'s plant is far

more extensive than is justified by either its present

traffic or that future traffic upon which the market

value of its securities are based. But, as we have said

before, the market value of stock and bonds is predi-

cated principally, if not entirely, upon anticipated

earnings. Consequently, as much value would be re-

flected by the market value of the N. P.'s stock and

bonds were its plant merely sufficient to handle the

traffic anticipated by stock and bond purchasers. Thus,

if stock and bond values were deemed the exclusive

test of value of the physical assets of the Company,

the difference between that portion of the Company's

plant sufficient only to handle such anticipated traffic,

and the complete existing plant constructed to handle

vastly more would go wholly untaxed. This difference

may be thought of as the plant's nonproductive or

latent element of value.

"But like all other taxable property in Washington,

railroads must be assessed for taxation whether pro-

ductive or non-productive, and hence we must ascer-

tain this latent value as well as of that which we may
refer to as the productive element. In determining

this latent value, reproduction cost must of necessity

play an important part. Indeed, we know of no other

method by which it may be determined." (Quoted

from Court's Finding XVIII, R. 819, 820. Italics sup-

plied.)

This, we venture to say (respectfully), is sheer nonsense.

It proves that the inflation of actual and tawahle value by

a "non-productive or latent element of value" derived from

cost of reproduction rests on nothing more substantial than



20

a figment of the imagination. The utter irrelevancy of

this Reproduction Cost is shown, post^ p. 25.

Of "latent" or "non-productive" value the Master said

(R. 539) :

"It will be remembered that in the opinion of the

Tax Commission reference is made to what is spoken

of as 'latent' value; that is, property which is not

used by the utility because it might be said it was
built to anticipate future needs, and that the hopes

for the necessity of such facilities had not been real-

ized and would never he. I have never heard the term

'latent value' used. However, the word 'latent' is de-

fined in Words & Phrases, Vol. 5, pp. 4011, 4012, as

follows

:

'Latent value as used is property for which

there is no use and will not be.'

How, then, can the Tax Commission give any other

than junk value to this 'latent' value property. The

definition for the word 'latent' found in 36 Corpus

Juris, 956, where it is applied to a number of situa-

tions is:

'Concealed; that does not appear upon the face

of a thing; hidden; not discernible by examina-

tion.' "

Judge Learned Hand's remarks in Consolidated Gas Co.

V. Newton, 267 Fed. 231, affirmed 258 U. S. 165, seem

appropriate

:

"It appears to me to be merely an abandonment of

any attempt to deal intelligently with the question to

say that cost of reproduction and the original cost are

each elements to be considered. That statement can

mean nothing whatever unless it is accompanied by a

constitutive rule which will establish some standard

in the ascertainment of which these may be used. It
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would be understandable to say that the two estimates

should be averaged, but such a rule would obviously

command no support because it would correspond to no

relevant consideration of policy. Merely to leave the

question with a caution that several elements are to he

considered is to abandon any effort to solve it/^ (Ital-

ics supplied).

CONCLUSION.

We submit that it was error to find a greater taxable

value for Washington than $47,395,909 and |42,828,648

for 1935 and 1936 respectively, even though the court's

allocation method, next considered, be correct.



22

ALLOCATION.

Second: The court er^red in using for allocation relative

track mileage^ to which he gave two-thirds weight,

and relative reproduction cost, to which he gave

one-third weight; and in refusing to use gross

earnings, car and locomotive miles and traffio

units, or at least some of the^n.

The court below, following the Master, used relative

track mileage and relative reproduction cost, giving two-

thirds weight to the former, one-third to the latter. The

composite percentages are 30.93 for 1935 and 30.87 for 193G.

Master's Report, Table 9 (R. 566). Finding XX (R. 822).

Plaintiff contends that the three use factors, or some of

them, should have been used with the two property factors.

They are:

1. Gross Operating revenue

2. Car and locomotive miles

3. Revenue traffic units

Composite

The composite of the two property and three use factors

is 27.348 for 1935 and 26.692 for 1936.

The five-factor percentage, applied to the Court's system

value, produces |55,768,914 for 1935 and |50,749,011 for

1936. Applied to the system value for which plaintiff

contends, produces |41,906,994 for 1935 and |37,032,143

for 1936. The values found below for 1935 and 1936 re-

spectively were |63,073,443 and |58,692,565.

1935 1936

27.06% 25.55%

22.51 21.52

24.16 23.52

24.58 23.53
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Had the Master excluded cost in finding system value,

he would have found |153,236,045 for 1935 and |138,738,-

736 for 1936, derived from average of stocks and bonds and

capitalized income. The following table shows the excess

valuation by the court's method of valuation and allocation

:

By Master and Court—System

Value (excluding cost factor) 1935 1936

Stock and bond value |179,635,150 |157,380,122

Capitalized value 126,836,940 120,097,350

Composite (avg. of two) 153,236,045 138,738,736

"A" Allocation by Master's and

Court's factor:

% 30.93% 30.87%
Amount 47,395,909 42,828,648

"B" Allocation by Plaintiff's

factor

:

% 27.348% 26.692%

Amount 41,906,994 37,032,143

"C" Found by Master and Court:

Amount 63,073,443 58,692,565

Exess of "C" over "A"—Amount 15,677,534 15,863,917

% 33.08% 37.04%
Excess of "C" over "B"—Amount 21,166,449 21,660,422

% 50.51% 58.49%

From the above table two things are apparent:

First: By the use of the court's excessive and arbitrary

allocation factor, applied to the true market value of the

system, property not in Washington has been imported

and taxed to the amount of $15,677,534 for 1935 and |15,-

836,917 for 1936; and plaintiff's property has been taxed
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at 58.39% of its true market value for 1935 and 60.76%

for 1936, whereas property locally assessed has been taxed

at 44.99% of its true market value for 1935, and 45.26%

for 1936, respectively, in violation of the due process and

equal protection clauses of the Federal Constitution and

of the equal taxation provisions of the Fourteenth Amend-

ment to the State Constitution and Sections 43, 44, 46, 52,

and 70 of Ch. 130, Laws Ex. Session, 1925, copied in the

Appendix hereto.

Second : Using the allocation factor for which plaintiff

contends, the comparable excess for each year is |21,-

166,449 and |21,664,022 for 1935 and 1936 respectively,

and the comparable percentages of market value are 66.04%

and 70.27% for plaintiff's property and 45.26% for prop-

erty locally assessed.

The Master (Eeport, R. 432), said that the only factors

supported by testimony are the five advocated by plaintiff.

They were used for assessing plaintiff's property in Wis-

consin, North Dakota, and Montana. He said that plain-

tiff's witness Peterson "gave convincing reasons why an

average of the five factors is the best". He said that the

only alternatives were factors proposed by Turnburke and

Newell, "inconsistent with each other, and never used or

even advocated except by the authors." The Master re-

jected the allocation method urged by defendants. Finding

XXII (R. 603-610).

Master's Finding XXI (R. 603) and Court's Finding

XXI (R. 823) show that the relation of state to system

cost of reproduction, as estimated by the Interstate Com-

merce Commission, has not even retnote relation to condi-

tions in 1935. As well use cost of reproduction of the
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Chinese Eastern Railroad. Court's Finding XXI is as

follows

:

"The physical property factor is the relation of state

to system cost of reproduction as determined by the

Interstate Commerce Commission in its valuation pro-

ceedings under Sec. 19a of the Transportation Act

1920, as of June 30, 1917, at average prices 1910 to

1914, plus cost of depreciated net additions and bet-

terments since 1917 to December 31, 1934 and Decem-

ber 31, 1935 respectively. Said cost of reproduction

does not include any depreciation since 1917 of prop-

erty now in use as it existed in 1917 (Sharood, Tr.

194). It does not represent the cost of reproduction

of property as of 1934 or 1935 at prices and cost of

materials and labor as of those dates. Since 1917

there has been obsolescence in plaintiff's lines of rail-

road in Washington, especially of many branch lines

built to serve coal mines and timbered areas from

which the coal has been exhausted and the timber re-

moved so that said lines would not be reconstructed

at all under conditions existing 1934 and 1935. (Wood-
worth Deposition, 259, etc.) There has also been ob-

solescence in many tracks and structures due to change

in operating conditions and lengthening of sections

and divisions, (Woodworth Dep. 261). Many expen-

sive facilities provided for passenger traffic and 1. c. 1.

freight traffic have become obsolete and of little or no
use, due to the vast increase of competitive highway
transportation in the last fifteen years, (Woodworth
Dep. 257). The evidence does not show the exact ex-

tent to which this obsolescence has occurred. It has
occurred to a greater extent in the State of Washing-
ton than in other states. (Woodworth Dep. 263)."
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No Washington case has considered allocation. No gen-

eral rule can be laid down. The court said in Ch'eat North-

ern V. Weeks, 297 U. S. 135, 144:

"The problem of apportionment is a difficult one.

It is impossible to formulate a rule generally applicable.

Controlling conditions vary greatly from time to time.

Allocations to he sufficiently accurate for practical

purposes must he arnved at hy the exercise of sound

judgment, hased on facts that fairly reflect the relation

hetween value of the system as a whole and value of

the part within the state. Rowley v. C. & N. W. R.

Co., 293 U. S. 109." (Italics supplied.)

In that case the three use factors plus track mileage

were used for allocation. See Table p. 148. In the

Rowley Case mileage, revenue and traffic units were ap-

proved. We know of no case in an appellate court wherein

the use factors have been totally excluded.

In Bailey v. Megan, 102 Fed. (2d) 651, mileage and cost

of reproduction (some factors used here by the court) were

urged, and rejected. The court said

:

"The fatal defect of this method is that it in no way
reflects the use or the value of the use of the part of

the railroad in South Dakota as compared with that

of the entire system." (p. 656).
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CONCLUSION.

In determining the value of the portion of the system

in a given state, consideration and weight must be given

to those factors which reflect value of the use. It was

arbitrary and illogical for the court to exclude every factor

upon which market value depends in favor of location of

the physical property and its cost of reproduction in 1917.

We submit that by the court's method of allocation prop-

erty not in the state has been imported and taxed to the

amount of many millions of dollars, in violation of the due

process clause of the Fourteenth Amendment. Wallace v.

Eines, 253 U. S. 66, and cases there cited. Southern Ry.

ty. Kentucky, 274 U. S. 76, and cases cited.
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Third: The Court erred in Gonditioning relief granted

plaintiff upon payment of interest on taxes found

to he due and unpaid for the years 1935 and 1V36.

For 1935 plaintiff paid all of the personal and half the

real property tax, an amount slightly in excess of what

it admitted to be due, leaving a balance of 1614,640.91 all

of which was cancelled except a balance of |197,651.83.

For 1936 the company paid similarly, leaving a balance of

$663,893.14, which has been reduced by the decree to |216,-

672.04 (Exhibits B and C attached to complaint, R. 621,

622). The decree awarded interest as follows:

''That upon payment by plaintiff to each defendant

county of the several amounts stated in Paragraph II

of this decree, together with interest thereon at the

rate of 6% per annum to date of payment, the balance

of the taxes levied for each of said years * * * shall

be and hereby are cancelled" etc. (R. 837).

Section 11244, Rem. Rev. Stats, provides for a penalty

on delinquent taxes at the rate of 10% per annum. There

is no statute providing for interest on the balance where

part of the taw has been adjudged illegal and excessive.

Sec. 457 provides for a legal rate of 6% on judgments.

The court applied that statute.

The decision of the Washington Supreme Court in State

etc. V. Superior Court, 93 Wash. 433, 161 Pac. 77, is that,

in cases like this, no penalty, interest or other enhance-

ment of the balance of an illegal and excessive tax is

chargeable. This decision is, of course, the law of this

case. It is in harmony, however, with the general rule.



29

See State v. Pacific T. T. Co., 195 Wash. 244, 80 Pac. (2)

780, that by the great weight of authority a tax does not

draw interest unless so provided by statute. Henry v.

McKay, 164 Wash. 526, 3 Pac. (2) 145, 148.

The decree, it will be noted, does not fix a date from

which interest will run. Certainly, the earliest date from

which interest can begin to run is the date of the reassess-

ment, the original assessment having been eliminated and

the reassessment substituted. Sec. 6 of the 1931 Act pur-

porting to require interest on a void tax from original

date of delinquency, is, itself, void. Interest can not run

until the debt or demand is due. Here, the tax, being

excessive and void, there was no obligation to pay. The

balance was not liquidated until the decree was entered.

Prior to that time plaintiff could not know, and so could

not pay, that balance. For this plaintiff was not, but de-

fendants were, at fault. It would be the height of inequity,

as observed by the Washington Court, to assess interest

against one who is prevented, without his fault, from dis-

charging his obligation. More especially, where the fault

was claimant's. It would be to reward wrong and punish

innocence. Interest or penalty is no part of a tax by all

authority. The observations of the court in Board v. Unit-

ed States, 84 L. Ed., advance opinions 233, decided Decem-

ber 18, 1939, regarding interest on a tax, are most per-

tinent :

"The cases teach that interest is not recovered accord-

ing to a rigid theory of compensation for money with-

held but is given in response to considerations of fair-

ness. It is denied when its exaction would be inequit-

able."
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To no case has this statement more pointed and literal ap-

plication than to the case at bar.

It was suggested below that if any sum by way of inter-

est or otherwise ought to be added to the tax, it can only

be by the maxim, one who seeks ecjuitv must do equity. If

the maxim applies, the inquiry is, "what was the value of

the retained money to plaintiff In that view plaintiff,

at the time the decree was entered, submitted affidavits

that the value of the use of the retained money was but

2% or 3% (R. 757, 764). That is the extreme limit of

plaintiff's obligation.

We are not conceding that even 2% or 3% may be added

to the tax. It is our position that the decisions of the state

court are binding, especially under Erie v. Tompkins, 304

U. S. 64, Ruhlin v. New York Ufe, 304 U. S. 202.

Therefore, plaintiff submits that the court clearly erred

in conditioning relief upon payment of interest.

Respectfully submitted,

L. B. daPONTE,

ROBERT S. MACFARLANE,
DEAN H. EASTMAN,

Attorneys for Appellant.
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APPENDIX.

Article Fourteen of the Washington Constitution is set

out at p. 160 of brief of appellant Adams County et al.

Chapter 130, Laws Ex. Session, 1925, is in part as fol-

lows :

Sec. 43. The commission, between the first day of March

and the first day of June, in each year, shall, according to

its best knowledge and judgment, ascertain and determine

the value of the property of each railroad company with-

in this state. The commission, between the first day of

April and the first day of July, in each year, shall, accord-

ing to its best knowledge and judgment, ascertain and de-

termine the value of the property of each telegraph com-

pany within the state. Every such railroad company shall

be entitled on its own motion, to a hearing and to present

evidence before such commission, at any time between the

first day of April and the first day of May, relating to the

value of the property of such company, or to the value of

the general property in the state. Every such telegraph

company shall be entitled on its own motion, to a prelimin-

ary hearing and to present evidence before said commis-

sion at any time between the first and fifteenth days of

June, relating to the value of the property of such com-

pany, or to the value of the general property in the state.

On request in writing for such hearing or presentation, the

commission shall appoint a time and place therefor, within

the respective periods aforesaid, the same to be conducted

in such manner as the commission shall direct. Such

hearing shall not impair or affect the right to a further
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hearing before the state board of equalization, as herein-

after provided. The value of property of railroad and tele-

graph companies for assessment shall he made as of the

same time, on the same basis and in like manner, as near as

mMy he as the value of the general property of the state,

is ascertained and determined.

Sec. 44. The commission shall prepare assessment rolls

and place thereon, after the name of each railroad com-

pany assessed, the general description of the property of

such railroad company, which shall include its real prop-

erty, rights of way, tracks, stations, terminals, appurten-

ances, rolling stock, equipment, franchises and all other

real and personal property of such company, which shall

be deemed and held to include the entire property and

franchises of such railroad company within the state, and

all title and interest therein. The commission shall pre-

pare assessment rolls and place thereon, after the name of

each telegraph company assessed, the following general de-

scription of the property of such company, to-wit : real

property, rights of way, poles, wires, cables, devices, ap-

pliances, instruments, franchises and all other real and

personal property of such company, which shall be deemed

and held to be the entire property and franchises of such

company within the state, and all title and interest there-

in. For the purpose of determining the value of the prop-

erty of each railroad and telegraph company appearing on

the assessment rolls, the commission may, if deemed neces-

sary, view and inspect the property of such company, and

shall consider the reports filed in compliance with this

act, and the reports and returns of the company filed in

the office of any officer of this state, and such other evi-
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dence or information as may have been taken or obtained

bearing upon the value of the property of the company

assessed. In case of railroad or telegraph companies which

own or operate railroad or telegraph lines lying partly

within and partly without the state, the said commission

shall only value and assess the property within this state.

In determining the value of the portion within the state,

the commission shall take into consideration the value of

the entire system, the mileage of the whole system, and of

the part within this state, together with such other in-

formation, facts and circumstances as will enable the com-

mission to make a substantially just and correct determina-

tion. When the value of the property of a railroad or

telegraph company within this state shall have been ascer-

tained and determined, the amount thereof shall be entered

upon said assessment rolls, opposite the name of the com-

pany, and shall be and constitute the valuation of the en-

tire property of such railroad or telegraph company with-

in this state, for the levy of taxes thereon, subject to re-

vision and correction by the state board of equalization as

hereinafter provided. Upon the completion of such assess-

ment, the commission shall give notice by mail to each

railroad and telegraph company assessed, of the amount of

its assessment as entered upon such rolls.

Sec. 46. The assessment rolls of railroad and telegraph

companies shall, by the commission, be submitted to the

state board of equalization at its annual meeting held for

the purpose of equalizing the assessed valuation of the

taxable property of the state; and any railroad or tele-

graph company interested shall have the right to appear

and be heard as to the assessment of the property of such
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company, and as to the value and assessment of the general

property of the state, and the said board of equalization

may, on application or of its own motion, correct the valu-

ation or assessment of the property of such company, in

such manner as may in its judgment make the valuation

thereof just and relatively equal with the valuation of the

general property of the state. The assessed valuation of

the property of any railroad or telegraph company as it

appears on such rolls, shall not be increased without notice

to the company, by registered letter, that such increase is

contemplated, and fixing a time for a hearing in relation

thereto.

Sec. 52. All property shall be assessed fifty per cent

of its true and fair value in money. In determining the

true and fair value of real or personal property, the as-

sessor shall not adopt a lower or different standard of value

because the same is to serve as a basis of taxation; nor

shall he adopt as a criterion of value the price for which

the said property would sell at auction, or at a forced

sale, or in the aggregate with all the property in the town

or district; but he shall value each article or description

of property by itself, and at such price as he believes the

same to be fairly worth in money at the time such assess-

ment is made. The true cash value of property shall be

that value at which the property would be taken in pay-

ment of a just debt from a solvent debtor. In assessing

any tract or lot of real property, the value of the land, ex-

clusive of improvements, shall be determined; also, the

value of all improvements and structures thereon and the

aggregate value of the property, including all structures

and other improvements, excluding the value of crops grow-



35

ing on cultivated lands. In valuing any real property on

which there is a coal or other mine, or stone or other

quarry, the same shall be valued at such price as such

property, including the mine or quarry, would sell at a

fair, voluntary sale for cash. Taxable leasehold estates

shall be valued at such price as they would bring at a

fair, voluntary sale for cash.

Sec. 70. The members of the tax commission shall con-

stitute the state board of equalization; the chairman of

the tax commission shall be the president of the board, and

the secretary of the tax commission shall be the secretary

thereof. The board shall remain in session not to exceed

twenty days; it may adjourn from day to day, and employ

such clerical assistance as may be deemed necessary to

facilitate its labors. The board shall meet annually on the

first Tuesday in September at the office of the tax commis-

sion, and shall examine and compare the returns of the

assessment of the property in the several counties of the

state, and the assessment of the property of railroad and

telegraph companies, and proceed to equalize the same^ so

that each county in the state slial (shall) pay its due and

just proportion of the taxes for state purposes for such

assessment year, according to the ratio the valuation of the

property in each county bears to the total valuation of all

property in the state.

First. They shall classify all property, real and per-

sonal, and shall raise and lower the valuation of any class

of property in any county to a value that shall be equal and

uniform, so far as possible, in every part of the state, for

the purpose of ascertaining the just amount of tax due

from each county for state purposes.
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Second. The secretary shall keep a full record of the

proceedings of the board, and the same shall be published

annually by the state tax commission.

Third. They shall have authority to adopt the rules and

regulations for the government of the board, and to en-

force obedience to its orders in all matters in relation to

the returns of county assessments, and the equalization of

values by said board.

The state board of equalization shall levy the state taxes

authorized by law: Provided^ That the amount levied in

any one year for general state purposes shall not exceed

five mills on the dollar of the assessed value of the property

of the entire state; and shall apportion the amount of tax

for state purposes levied by the board, among the several

counties, in proportion to the valuation of the taxable

property of the county for the year as equalized by the

board.

Within three days after the completion of the duties here-

inabove prescribed, the president and secretary of the board

shall certify the record of the proceedings of the board, the

tax levies made for state purposes and the apportionment

thereof among the counties, to the state auditor.


